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By Roswell Magill 
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HE Federal income tax law has a greater impact today upon the personal life of every Amer- 
ican and upon the form of every business transaction than any other law on the statute books. 
Reflect for a moment upon the effect the income tax law has had on you and upon your job or 


your business during 1956. Does any other 
statute compare with it in significance? 


Yet current Congressional discussion of the tax 
laws seems curiously uninspired and halting. It seems 
to be limited to attractive non-essentials like loop- 
holes and the excise tax on bags for golf shoes; and 
to avoid any consideration of such essentials as tax 
reduction; the force the tax law is asserting day after 


genious little schemes (that Congress has tried to stop 


for 25 years), than with the fairly uniform agreement 
that income tax rates are much too high, both at the 
bottom and at the top of the rate scale; that high rates 
are the direct cause of the invention and utilization of 
loopholes; that the tax law is much too complicated 
and obscure; and that many of its provisions operate 
to defeat the very economic development that other 


day in reducing and denying 
the liberties of citizens to 
spend their own earnings as 
they see fit; and in compelling 
business to adopt forms and 
procedures for tax reasons, 
which run counter to other 
well-established governmental 
and business policies. 


Loopholes are important, 
of course; indeed they are 
inevitable when income tax 
rates reach the present very 
high plateau. Should we be 
more concerned, however, 
with the trickle of revenue 
that may escape through in- 


This Issue in Brief 


Present ional concern over 
“loopholes” and other relatively minor 
shortcomings of the U. S. income tax law 
serves to divert attention from more fun- 
damental weaknesses. Asserting that “loop- 
holes” are merely a symptom, Mr. 
says the basic trouble is that individual 
income tax rates are too high in all 
brackets, but especially in the upper in- 
come brackets, Noting that the American 
economy needs more people “trying to 
answer the $64,000 question,” he suggests 
that a feasible accomplishment in 1957 
would be reduction of the maximum rate 
to 50 percent. Mr. Magi 


verse effect on the small stoc 

the fact that its touted benefits would in 
reality be limited to a small segment of 
small business. 


government agencies seek to 
foster. 

These charges are too seri- 
ous to rest on generalities. 
Let’s look at the record. 

What are the main tax sub- 
jects with which an intelligent 
citizen or businessman is con- 
cerned today? 

1. Nearly all of us would 
put the too high income tax 
rates on individuals at the top 
of the list. They certainly 
keep us from spending our 
earnings or ordering our lives 
as we wish. 

2. Thoughtful businessmen 
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and corporate executives would list next the latest 
moves to impose progressive income tax rates on cor- 
porations. If the most widely discussed Congressional 
bill on that subject should be adopted, any corpora- 
tion with an income of $37 million or less would have 
its taxes reduced. There are about 500,000 of them. 
Any larger corporation would have its taxes in- 
creased, There are only 78 of them.’ 


3. Later on the list would appear the enormous 
need of simplifying the income tax law. There the 
Apollyon which stands in the middle of the way asks 
the question: How can an income tax law ever be 
made simple, if it is to be fair? 


4. The final question might be: How wise is the 
Federal government in these troubled times to place 
almost its entire reliance for enormous revenue on the 
income tax? These last two topics require a long article 
for themselves; they will not be discussed here. 


* a x 


Key to Business Development 


Concerning the first question, what has been the 
most potent force for economic development in this 
country during the past century? Great natural re- 
sources we have had; and a rapidly growing popula- 
tion which has demanded and secured a very high 
standard of living. But another essential element we 
have had is expert business management. Without the 
men to direct the organizations to provide better goods 
for less money, we would never have achieved our 
present position. It is the efficient organization of our 
business machine which is the despair of the Commu- 
nist world. We can produce more goods and better 
goods without adopting repeated five-year plans, and 
we can feed our people well at the same time that we 
keep ourselves well-armed. 


How was our business organization put together? 
We started it 50 or 100 years ago. The key to our 
business development was the money incentive to the 
men who produced it. A young man of whatever ori- 
gin might rise to the command of a great company, 
if he possessed the unique power to handle well the 
combination of men and machines that produced steel 
plates and steel beams; inexpensive automobiles and 
gasoline to run them; radios, dishwashers, home laun- 
dries, vacuum cleaners and all the host of other de- 
vices that put the power of thousands of horses at the 


1According to the Fortune Directory of the 500 Largest In- 
dustrial Corporations. 
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command of men and women whose grandfathers had 
a span of oxen or a single team of horses at their dis- 
posal. 


If a man rose to the top of his business, he could 
earn a great income. He had also earned the respect 
of his community. He could provide very well for 
himself and for the security of his family out of his 
own funds. He did not need social security nor a guar- 
anteed annual wage. He had enough money so that he 
could risk his savings in new enterprises, many of 
which flopped, but some of which produced new won- 
ders like the electric light bulb, the telephone, and 
the airplane. The government did not finance these 
new and risky companies. They were financed by men 
who could save enough out of their individual in- 
comes to take new chances with their savings. 


That process of saving and risking cannot be re- 
peated today. 


More than that, whence came so many of our art 
galleries, our universities, our libraries, our parks, and 
so many of the other gracious amenities that make life 
beautiful? Not from kings, or czars or acts of Con- 
gress, but from men of humble beginnings, who had 
been granted that great liberty—the liberty to save and 
to spend as the individual earner himself might see fit. 
To be sure, some spent foolishly, but many millions 
were spent to give us the best that we have. 


Only an Ostensible Shift 


The institution of a steeply progressive income tax 
began an economic revolution. Congress found that 
by that wondrous machine, many magic things could 
be accomplished without the populace being quite 
aware of what was happening; rather, the electorate 
was certainly quite ignorant of the end-results. The 
bulk of the cost of government could ostensibly be 
shifted from the many to the few. (It was, however, 
only an ostensible shift, for the many still had to pay 
much of the cost in rent and in the price of goods 
purchased.) In that way, the many came to believe 
that all the good things government could be per- 
suaded to give them didn’t cost them a cent. The 
government, particularly the distant government in 
Washington, paid for everything. It didn’t cost the 
man in the street anything. 


Under the attractive slogan of taxation in propor- 
tion to ability to pay, nearly all the incomes of our most 
vigorous and productive citizens could be taken by 
government, which could then spend those takings not 
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as the man who worked for the money might wish but 
as Congress might decide. 


In such a fashion, all incomes could be pretty well 
leveled out. True, the president of the company had 
left after taxes more than his secretary, but the big 
prizes were gone. The economy could coast along for 
years On its momentum; and it has done so. Moreover, 
there are plenty of other incentives left besides the 
money incentive. Men like to work and to succeed. 


What the Economy Needs 


But the question remains: when we are engaged in 
a life-and-death struggle with another great power 
having a totally different economic concept and phil- 
osophy of life, can we hope to achieve the best results 
by tying one hand behind us, by eliminating volun- 
tarily one of the principal incentives that we know has 
brought us up to where we are? To adopt, in fact, the 
very type of tax that our adversary’s chief philosopher 
has told us will surely defeat us and bring about our 
ruin and his success? 


It doesn’t seem very bright to continue down that 
path. Granted that we have not yet been ruined, 
granted that we are doing pretty well, why should we 
give up our best plays, that have produced touch- 
downs earlier in the game, now that we need another 
touchdown so badly? We may survive, whatever our 
handicaps; but is it wise to continue to put hobbles on 
ourselves, on some of our ablest and most important 
citizens—our executives? 


What I have said here is not only the result of my 
own observations. The same conclusions have been 
reached by other competent observers. Thus, Dr. Neil 
H. Jacoby, a former member of the President’s Coun- 
cil of Economic Advisers has written: 


“Obviously, the United States now has a steeply 
progressive income tax. Theorists have endlessly de- 
bated the ethics of progressive taxation and have pro- 
posed various formulae of progression. But we are 
here concerned with a very practical question: How 
progressive can income taxation be before it becomes 
a drag on economic progress? 


“Let us agree that the more talented or fortunate 
person with a high income should pay a larger frac- 
tion of it to government than the less able or lucky 
person. Some progressiveness in taxation can posi- 
tively aid progress, by enabling government to finance 
necessary services and public works without burden- 
ing heavily the purchasing power of poorer citizens. 





Beyond a certain point, however, progression can be- 
come so steep-as to lead talented and able men and 
women to ‘take it easy,’ to make wealthy investors 
look for riskless ‘tax shelters’ rather than carry the 
risks of new ventures, and to cause businessmen to 
spend money in ways that reduce taxes rather than 
increase the efficiency of business. 


“The evidence is pretty clear that personal income 
taxes are widely affecting people’s behavior and deter- 
ring them from taking chances. A homely illustration 
comes from a popular televison program, “The $64,000 
Question.’ Selected members of the audience are 
asked a series of increasingly difficult questions. A 
correct answer doubles the contestant’s prize money. 
An incorrect answer results in loss of previous win- 
nings. Few contestants were willing to try the ulti- 
mate ‘$64,000 question’ and thereby risk losing the 
money they had already won. Even if he had no other 
income, a contestant who won $32,000 was risking 
the loss of $19,736 after taxes in return for a chance 
to win an additional $11,244 after taxes. No wonder 
that nearly everyone rejected such poor odds! 


“What the American economy needs, figuratively 
speaking, is a large number of people trying to answer 
the $64,000 question. In a high-incentive economy, 
taxes should not constantly shape business and per- 
sonal behavior. No one should feel that his actions are 
dominated by tax considerations. Lower rates on 
higher incomes, with a top rate of no more than 60 
to 70 percent, would reduce deterrents to progress 
and add to society’s fund of investable savings. Con- 
currently, relief to the lowest bracket of income tax- 
payers would add to their spending power and to the 
size of markets.” 


The progression of rates has gone well beyond the 
stage where any considerable amount of revenue is 
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obtained from the high surtax rates on the middle and 
upper income brackets. The individual income tax is 
now a broad-based tax, and most of its yield comes 
from persons of moderate or small incomes, for that 
is where the bulk of the income is. The basic rate of 
20 percent accounts for 85 percent of the total yield 
of the income tax. The additional progressive “incre- 
ments” ranging up to 71 percent of taxable income 
above $200,000 account for only 15 percent of the 
revenue from the tax. 


Lower Tax Ceiling Benefits 


Much of the damage to individual incentives, and 
many of the problems of tax impact and litigation, 
arise out of the extraordinary and indefensibly high 
rates of the progressive increments of the tax. It would 
be a notable achievement if the starting rate of 20 
percent could be lowered and if the individual surtax 
rates could be readjusted to a ceiling rate of 50 per- 
cent. 


If we could afford just one modest tax accomplish- 
ment in 1957, this 50 percent rate ceiling is the one 
which I should choose. The goal is within reach, pro- 
vided we don’t permit runaway spending to unbalance 
the budget. 


If the present .ate schedule were cut off at the top 
leaving a maximum rate of 50 percent, the revenue 
loss would be about $734 million. This estimate takes 
no account of possible increases in income reported, 
resulting from rate reductions. In 1948, there were 
substantial tax reductions throughout the income 
scale, and yet the tax liability on returns in all income 
classes above $60,000 was greater in 1948 than in 
1947. This increase in tax liability in the face of a 
substantial rate reduction may reflect the influence of 
rate changes on income reported. 


The benefit of a 50 percent tax ceiling would not 
be limited only to those who would pay less taxes. 
There would be a sharp increase in the availability of 
risk capital for new enterprises. The established cor- 
poration can finance itself and is doing so; but we 
cannot count on the supply for new money for risky 
enterprises. 


I suggest that a discussion of these matters is more 
essential, more worth a set of Congressional studies 
and hearings than a heaping handful of loopholes or 
“unintended benefits” in the tax laws. 


Our second current tax concern, (and this may be 
a principal issue in the 1957 Congress) is the pro- 
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posal for a progressive corporation tax contained in 
several bills introduced in the last session of Congress. 
In the simplest form, some of these bills would con- 
vert the present slight progression (30 percent on 
corporate incomes of $25,000 or less; 52 percent on 
corporate incomes above $25,000) into a slightly 
steeper one (22 percent on corporate incomes of 
$25,000 or less; 52 percent on corporate incomes 
above $25,000). The obvious beneficiaries of such a 
change would be corporations with incomes under 
$25,000. 


Hence the idea immediately occurred to some Con- 
gressmen: why not give small corporations a real 
break by instituting among corporations the same 
kind of steep progression in tax rates that is applica- 
ble to individuals; fixing the rates so that the great 
mass of corporations with incomes of $37 million or 
less will pay less Federal income taxes than they do 
now; and the relatively few corporations with larger 
incomes will pay materially more. 


Such a change in our tax structure is much more 
than a change in rates. It is an upset in our tax philos- 
ophy: a proposal to move further in the wrong direc- 
tion. Who pays corporate taxes? Certainly those 
artificial entities cannot pay taxes out of their own 
pockets. Corporations have no funds save what they 
obtain first from stockholders and then from pur- 
chasers of their products. Taxes are a major element 
of costs, a somewhat ambiguous element, to be sure, 
insofar as they are based on net income. But without 
trying here to solve the esoteric question of whether 
the Federal corporation income tax is really paid 
out of profits which would otherwise go to stock- 
holders or is paid out of the price for the corpora- 
tion’s products (increased to take up the tax), it is 
reasonably clear that the tax is paid either by the 
stockholder or by the consumer. 


Can Taxes Be Justified? 


One of the phenomena of our civilization has been 
the great increase in the stock holdings of the common 
man. We are told that the five largest corporations 
each have more than 300,000 stockholders; that 64 
percent of all stockholders have incomes under $7,500 
and 38 percent incomes under $5,000. If corporate 
income taxes are paid out of profits which would 
otherwise go to stockholders, what possible justifica- 
tion can there be for these very heavy taxes on men 
with small or moderate incomes; taxes much heavier 
than they would pay on any other income that comes 
to them? 


omnsgnnmenne 
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Are large corporations commonly owned by per- 
sons with great incomes? Our observations would 
rather accord with the statistics: that large corpora- 
tions are predominantly owned by persons with rela- 
tively modest incomes who are seeking security by 
investing modest savings in a great far-flung enter- 
prise. Conversely, we all know many cases of wealthy 
men who risk their funds in small corporations en- 
gaged in new ventures. The fact that a corporation 
has a modest income is certainly no guarantee that its 
stockholders’ incomes are small. 


Fatal Defect Revealed 


On the other hand, if the corporation income tax 
is really borne by the consumer, what justification can 
there be for penalizing him for buying an automobile, 
gasoline, or soap produced by a large corporation; 
rather than the product of a smaller corporation? We 
seem to have found in this country that some prod- 
ucts, like automobiles, can be turned out better and 
cheaper by large corporations. Moreover, in many 
fields, the successful small corporation grows into a 
larger enterprise. Why should growth be penalized? 


Oftentimes corporate mergers are effected because 
of anticipated deaths among management or stock- 
holders, or anticipated economies in an integrated 
enterprise. Proponents of progressive corporate taxes 
have contended that the present tax structure has con- 
tributed to the postwar rise of consolidations and 
mergers. But economic experts are not of this opinion. 
Prof. John Lintner, for example, concludes in a recent 
study: “In only about one-tenth of all reported 
mergers . . . have taxes been a major reason for the 
sale.”? Should the tax system operate to prevent what 
business intelligence compels? 


Nor can it be considered wise tax policy to change 
the tax structure so as to provide still more tax incen- 
tives or penalties for particular kinds of activity. Such 
uses of the tax system only increase the problems of 
maintaining equity and justice among taxpayers. Pres- 
sures inevitably arise for extension of the incentives 
and penalties in other directions; and the end result is 
to distort further the effects of the tax structure. 


Finally, let us examine the basic proposition ad- 
vanced by the proponents of these measures, namely, 
that it is a way to meet the difficulties confronting the 
small businessman. Here, the fatal defect of tax relief 





2“Tax Considerations Involved in Corporate Mergers,” Fed- 
eral Tax Policy for Economic Growth and Stability, Joint 
Committee on the Economic Report, November 1955, p. 701. 


through a juggling of corporate rates stands clearly 
revealed. The problems with which small businessmen 
must deal arise from many different sources and the 
tax structure is only one of them. The benefits to small 
business as such would prove completely illusory 
since only a narrow segment of the small businesses 
of the country operate as corporations. 


As Rep. Daniel A. Reed, Minority Leader of the 
House Ways and Means Committee, has stated, “It 
must not be forgotten that only about 15 percent of 
the small businesses of the country do business in the 
corporate form. As a result it is important that pro- 
posals which are developed to aid small business not 
be limited to corporations. The local grocery store, 
the filling station, the corner drug store, the farmer, 
all of these must be taken into account whether oper- 
ated as corporations, partnerships or sole proprietor- 
ships.”* 


There are some 700,000 active corporations in the 
country. (In 1953, nearly a third of them showed no 
profit.) A recent report of the Internal Revenue Serv- 
ice reveals that in 1953 nearly one million returns 
were filed by partnerships. It is probable that there 
are more than twice that number of sole proprietor- 
ships. Quite aside from the possible effects of a pro- 
gressive corporate tax in fostering small business 
growth (and in my opinion the actual effect would be 
the opposite), we may ask: Can we afford to embark 
on a drastic change in our tax structure under the ap- 
pealing guise of helping small business when the bene- 
fits, if any, can be shared by only a small segment of 
those we seek to help? Are we not feeding the same 
“loophole” dragon that Congress has been struggling 
to conquer for so many years? 


What We Need to Learn 


Here, then, is a second major tax proposal which 
certainly deserves the most careful analysis. It has a 
demagogic appeal: it would lower the tax on the many 
corporations, and tax very heavily only the few. How- 
ever, it would operate in square opposition to normal 
business growth; to the pattern of enterprise which 
has made our economy great. It would produce no 
new revenue, but rather less; indeed, the project is not 
proposed for revenue reasons at all but rather as a 
very effective method of economic control. Congress 
will be very short-sighted indeed if it adopts the pro- 


3“Some Aspects of our Federal Tax Policy.” Address by the 


Hon. Daniel A. Reed before the Iowa Bankers Association, 
October 31, 1956. 
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posal, for there is every indication that it will operate 
against the best interests of the country. 


To return to my place of beginning, wouldn’t it be 
wiser for citizens and for their Congressmen to ad- 
dress themselves to the major consequences of the 
income tax rather than to alluring non-essentials? The 
main thing wrong with Federal taxes is that they are 
too high; and attention to loopholes, no matter how 
concentrated, will not lower the burden significantly. 


If we want to maintain the economic environment 
that has helped make our country great, we need to 
learn that steeply progressive tax rates operate to re- 
tard progress in our business economy. It is high time 
we stopped making too much of a bad thing. These 
are serious times, and there are serious problems in 
the domestic tax field, as well as in Egypt and Hun- 
gary. We would do well to give such domestic issues 
a major share of our attention, even while we finance 
relief aboard. 


NOTE: With this issue, we resume publication of Tax Review in its revised 
format. In accordance with our new policy of preparing publications to meet 
the specific needs of groups hitherto served with more general publications, 


the February and subsequent issues of Tax Review will be sent to those with a 
particular interest in technical tax problems. However, if you want and do not 
receive future issues, please let us know and we will be happy to see that you 
receive Tax Review regularly. 
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